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INTRODUCTION 

This  document,  ^  prepared  by  the  staff  of  the  Joint  Committee  on 
axation,  provides  an  explanation  of  H.R.  2775.  H.R.  2775  (relating 
)  additional  tax  simplification)  was  introduced  by  Mr.  Rostenkow- 
d  on  June  26,  1991. 
The  bill  includes  four  titles: 

Title  I — Individual  Tax  Provisions; 
Title  II — Tax-Exempt  Bond  Provisions; 
Title  III — Administrative  Provisions;  and 
Title  IV— Estate  and  Gift  Tax  Provision. 


*  This  document  may  be  cited  as  follows,  Joint  Committee  on  Taxation,  Explanation  of  H.R. 
775  Relating  to  Additional  Tax  Simplification  (JCS-11-91),  June  28,  1991. 
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EXPLANATION  OF  H.R.  2775 

Title  I. — Individual  Tax  Provisions 

[.  Repeal  supplemental  young  child  credit  portion  of  earned 
income  tax  credit  and  increase  family  size  adjustment  for 
earned  income  tax  credit  (sec.  101  of  the  bill  and  sec.  32  of 
the  Code) 

Present  Law 

Eligible  low-income  workers  are  able  to  claim  a  refundable 
earned  income  tax  credit  (EITC)  of  up  to  16.7  percent  (17.3  percent 
or  taxpayers  with  more  than  one  qualifying  child)  of  the  first 
57,140  of  earned  income  for  1991.  The  maximum  amount  of  credit 
or  1991  is  $1,192  ($1,235  for  taxpayers  with  more  than  1  qualifying 
:hild),  and  this  maximum  is  reduced  by  11.93  percent  (12.36  per- 
:ent  for  taxpayers  with  more  than  one  qualifying  child)  of  earned 
ncome  (or  adjusted  gross  income,  if  greater)  in  excess  of  $11,250. 
rhe  EITC  is  totally  phased  out  for  workers  with  earned  income  (or 
idjusted  gross  income,  if  greater)  over  $21,245.  Earned  income  con- 
lists  of  wages,  salaries,  other  employee  compensation,  and  net  self- 
jmployment  income. 

The  credit  rates  for  the  EITC  change  over  time  under  present 
aw,  as  shown  in  the  following  table. 


Year 


One  qualifying 
child- 

Two  oi 
qualifying 

Credit 
rate 

-  more 
children — 

Credit 
rate 

Phaseout 
rate 

Phaseout 
rate 

17.6 
18.5 
23.0 

12.57 
13.21 
16.43 

18.4 
19.5 
25.0 

13.14 
13.93 
17.86 

1992 

L993 

1994  and  after 


rhe  maximum  amount  of  earned  income  on  which  the  EITC  may 
)e  claimed  and  the  income  threshold  for  the  phaseout  of  the  EITC 
ire  indexed  for  inflation. 

A  supplemental  young  child  credit  is  available  for  qualifying 
children  under  the  age  of  one  year.  This  young  child  credit  rate  is 
5  percent  and  the  phase-out  rate  is  3.57  percent.  It  is  computed  on 
;he  same  base  as  the  ordinary  EITC.  The  maximum  supplemental 
>^oung  child  credit  for  1991  is  $357.  If  a  taxpayer  claims  the  supple- 
nental  young  child  credit,  the  child  that  qualifies  the  taxpayer  for 
such  credit  is  not  a  qualifying  individual  under  the  dependent  care 
:ax  credit  (sec.  21). 
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Reasons  for  Simplification 

The  existence  of  a  supplemental  credit  as  part  of  the  EITC  in- 
creases the  number  of  computations  required  of  taxpayers  who 
may  be  eligible  for  the  credit.  In  addition,  the  limitation  imposed 
on  taxpayers  who  may  also  be  able  to  claim  the  dependent  care  tax 
credit  essentially  requires  that  these  taxpayers  compute  the  tax 
benefits  from  both  credits  and  then  choose  the  alternative  that  pro- 
vides the  larger  tax  benefit.  The  compliance  burden  of  these  addi- 
tional computations  may  be  substantial  for  many  taxpayers. 

Explanation  of  Provision 

The  bill  repeals  the  supplemental  young  child  credit  and  in- 
creases the  basic  EITC  rate  for  families  with  2  or  more  qualifying 
children  to  21.7  percent  in  1992,  to  22.8  percent  in  1993  and  to  28.3 
percent  in  1994  and  thereafter.  The  phaseout  rates  for  the  EITC  for 
families  with  2  or  more  qualifying  children  will  be  15.5  percent  for 
1992,  16.28  percent  for  1993,  and  20.22  percent  for  1994  and  there- 
after. 

Effective  Date 

The  provision  is  effective  for  tax  years  beginning  after  December 
31,  1991. 

2.  Rollover  of  gain  on  sale  of  principal  residence  in  case  of  di- 
vorce or  separation  (sec.  102  of  the  bill  and  sec.  1034  of  the 
Code) 

Present  Law 

No  gain  is  recognized  on  the  sale  of  a  principal  residence  if  a 
new  residence  at  least  equal  in  cost  to  the  sales  price  of  the  old  res- 
idence is  purchased  and  used  by  the  taxpayer  as  his  or  her  princi- 
pal residence  within  a  specified  period  of  time  (sec.  1034).  This  re- 
placement period  generally  begins  two  years  before  and  ends  two 
years  after  the  date  of  sale  of  the  old  residence.  The  basis  of  the 
replacement  residence  is  reduced  by  the  amount  of  any  gain  not 
recognized  on  the  sale  of  the  old  residence  by  reason  of  section 
1034. 

The  determination  whether  property  is  used  by  a  taxpayer  as  a 
principal  residence  depends  upon  all  the  facts  and  circumstances  in 
each  case,  including  the  good  faith  of  the  taxpayer.  No  safe  harbor 
is  provided  for  sales  of  principal  residences  incident  to  divorce  or 
marital  separation. 

Reasons  for  Simplification 

In  the  case  of  a  divorce  or  marital  separation,  the  determination 
of  principal  residence  for  one  or  both  spouses  may  be  unduly  com- 
plex for  both  the  taxpayer  and  the  Internal  Revenue  Service.  The 
creation  of  a  safe-harbor  rule  for  certain  sales  pursuant  to  a  di- 
vorce or  marital  separation  will  ease  administration  of  the  law 
while  still  preserving  the  policy  that  the  rollover  is  available  only 
for  the  sale  of  an  individual's  principal  residence. 


Explanation  of  Provision 

The  bill  provides  a  safe  harbor  in  the  determination  of  principal 
esidence  in  certain  cases  incident  to  divorce  or  marital  separation, 
ipecifically,  the  bill  provides  that  a  residence  is  treated  as  the  tax- 
layer's  principal  residence  at  the  time  of  sale  if  (1)  the  residence  is 
old  pursuant  to  a  divorce  or  marital  separation,  and  (2)  the  tax- 
layer  used  such  residence  as  his  or  her  principal  residence  at  any 
ime  during  the  two-year  period  ending  on  the  date  of  sale. 

Effective  Date 

The  provision  applies  to  sales  of  old  residences  (within  the  mean- 
ng  of  section  1034)  after  the  date  of  enactment. 

.  De  minimis  exception  to  passive  loss  rules  (sec.  103  of  the  bill 
and  sec.  469  of  the  Code) 

Present  Law 

The  passive  loss  rules  limit  deductions  and  credits  from  passive 
rade  or  business  activities.  Deductions  from  passive  activities,  to 
he  extent  they  exceed  income  from  passive  activities,  generally 
lay  not  be  deducted  against  other  income,  such  as  wages,  portfolio 
ticome,  or  business  income  that  is  not  from  a  passive  activity.  De- 
uctions  that  are  suspended  under  this  rule  are  carried  forward 
nd  treated  as  deductions  from  passive  activities  in  the  next  year, 
'he  suspended  losses  from  a  passive  activity  are  allowed  in  full 
/hen  a  taxpayer  disposes  of  the  entire  interest  in  the  passive  activ- 
ty  to  an  unrelated  person. 

Passive  activities  are  defined  to  include  trade  or  business  activi- 
ies  in  which  the  taxpayer  does  not  materially  participate.  Material 
larticipation  requires  a  taxpayer  to  be  involved  in  the  operations 
f  the  activity  on  a  regular,  continuous  and  substantial  basis. 

Rental  activities  are  also  included  in  the  definition  of  passive  ac- 
ivities.  A  special  rule  permits  the  deduction  of  up  to  $25,000  of 
3sses  from  certain  rental  real  estate  activities  in  which  the  tax- 
layer  actively  participates  (even  though  the  activities  are  consid- 
red  passive)  for  taxpayers  with  adjusted  gross  incomes  of  $100,000 
r  less.  This  deduction  is  phased  out  for  taxpayers  with  adjusted 
TOSS  incomes  between  $100,000  and  $150,000.  A  rental  activity  is 
lefined  as  any  activity  where  payments  are  principally  for  the  use 
i  tangible  property. 

Reasons  for  Simplification 

A  taxpayer  who  has  a  very  small  amount  of  passive  losses  that  is 
iisallowed  for  the  year  is  required  to  carry  forward  the  disallowed 
osses  to  the  next  year.  In  the  case  of  certain  small  amounts  of  pas- 
ive  losses  that  cannot  otherwise  be  deducted  in  the  current  tax- 
ible  year,  the  bill  permits  the  deduction  and  eliminates  the  need  to 
:eep  records  of  the  carryforward. 

Explanation  of  Provision 

The  bill  creates  a  $200  de  minimis  exception  to  the  rule  disallow- 
ng  net  passive  activity  losses.  Under  the  exception,  a  taxpayer  who 


is  an  individual  and  whose  total  net  passive  activity  losses  for  the 
year  do  not  exceed  $200  for  the  taxable  year  generally  may  deduct 
such  losses  for  the  year.  The  exception  also  applies  to  estates  fori 
the  first  two  taxable  years  following  the  decedent's  death.  Similar- j 
ly  to  the  present-law  rules  applicable  to  the  $25,000  exception,  the 
amount  under  the  exception  provided  in  the  bill  is  $100  in  the  case 
of  a  married  taxpayer  filing  a  separate  return,  and  the  exception  is 
not  available  in  the  case  of  a  married  taxpayer  filing  a  separate 
return  who  does  not  live  apart  from  his  spouse  at  all  times  during 
the  taxable  year. 

The  $200  exception  is  available  only  for  taxpayers  with  net  pas- 
sive activity  losses  totalling  $200  or  less;  a  taxpayer  with  $300  of 
passive  losses  for  the  year,  for  example,  is  not  eligible  for  the  $200 
exception.  The  $200  exception  is  applied  after  determining  the  tax- 
payer's net  passive  activity  loss  for  the  year  (which  includes  taking 
into  account  suspended  losses  from  prior  years),  but  before  taking 
the  $25,000  allowance  for  rental  real  estate.  Thus,  for  example,  if  a 
taxpayer  has  $500  of  losses  from  rental  real  estate,  he  is  not  eligi- 
ble for  the  $200  exception  but  may  be  eligible  for  the  $25,000  excep- 
tion (assuming  he  otherwise  meets  the  requirements  of  the  $25,000 
exception).  In  all  other  respects,  the  $200  exception  is  applied  after 
applying  all  other  applicable  rules  under  the  passive  loss  rule. 

The  $200  exception  does  not  apply  with  respect  to  passive  activi- 
ty credits. 

The  $200  exception  does  not  apply  with  respect  to  items  from 
publicly  traded  partnerships,  to  which  the  passive  loss  rule  has  sep- 
arate application  under  present  law. 

Effective  Date 

The  provision  applies  to  taxable  years  beginning  after  December 
31,  1991. 


Title  II. — Tax-Exempt  Bond  Provisions 
.  Overview 

Interest  on  State  and  local  government  bonds  generally  is  ex- 
luded  from  gross  income  for  purposes  of  the  regular  individual 
nd  corporate  income  taxes  if  the  proceeds  of  the  bonds  are  used  to 
nance  direct  activities  of  these  governmental  units  (Code  sec.  103). 

Unlike  the  interest  on  governmental  bonds,  described  above,  in- 
3rest  on  private  activity  bonds  generally  is  taxable.  A  private  ac- 
vity  bond  is  a  bond  issued  by  a  State  or  local  governmental  unit 
cting  as  a  conduit  to  provide  financing  for  private  parties  in  a 
lanner  violating  either  (a)  a  private  business  use  and  payment 
3st  or  (b)  a  private  loan  restriction.  However,  interest  on  private 
ctivity  bonds  is  not  taxable  if  (a)  the  financed  activity  is  specified 
1  the  Code  and  (b)  at  least  95  percent  of  the  net  proceeds  of  the 
ond  issue  are  used  to  finance  the  specified  activity. 

Issuers  of  State  and  local  government  bonds  must  satisfy  numer- 
us  other  requirements,  including  arbitrage  restrictions  (for  all 
Lich  bonds)  and  annual  State  volume  limitations  (for  most  private 
ctivity  bonds)  for  the  interest  on  their  bonds  to  be  excluded  from 
ross  income. 

.  Provisions  of  the  bill 

a.  Repeal  of  unrelated  and  disproportionate  use  limit  (sec. 
201  of  the  bill  and  sec.  141(b)  of  the  Code) 

Present  Law 

Bonds  issued  by  States  and  local  governmental  units  are  private 
ctivity  bonds  if  (1)  more  than  ten  percent  of  the  proceeds  of  the 
isue  of  which  they  are  part  satisfy  a  private  business  use  and  pay- 
lent  test  or  (2)  more  than  five  percent  ($5  million,  if  less)  of  the 
roceeds  are  used  to  finance  loans  to  persons  other  than  States  or 
)eal  governments.  The  ten-percent  private  business  limits  are  re- 
uced  to  five  percent  in  the  case  of  certain  use  that  is  unrelated  to 

governmental  use  also  being  financed  with  the  proceeds  of  the 
5sue  (the  "unrelated  and  disproportionate  use  limit"). 

Reasons  for  Simplification 

Whether  a  private  business  use  is  related  to  a  governmental  ac- 
Lvity  also  being  financed  with  a  bond  issue  may  be  a  complex  facts 
nd  circumstances  determination.  In  light  of  the  general  ten-per- 
ent  limit  on  private  business  use,  the  private  loan  restriction,  and 
lie  State  volume  limit  requirement  for  larger  governmental  bond 
ssues,  the  complexity  associated  with  this  determination  may  be 
liminated  without  sacrificing  the  Federal  policy  of  strictly  limiting 

(5) 


use  of  governmental  bond  proceeds  to  finance  private  activities  not 
specifically  approved  by  the  Congress.  i 

Explanation  of  Provision 

The  bill  repeals  the  five-percent  unrelated  and  disproportionate 
use  limit. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  enact- 
ment. 

b.  Simplincation  of  arbitrage  rebate  requirement  for  small- 
er issuers  of  governmental  bonds  (sec.  202  of  the  bill 
and  sec.  148  of  Code) 

Present  Law 

Subject  to  limited  exceptions,  arbitrage  profits  from  investing 
bond  proceeds  in  investments  unrelated  to  the  governmental  pur- 
pose of  the  borrowing  must  be  rebated  to  the  Federal  Government. 
The  rebate  requirement  does  not  apply  to  governmental  bonds 
issued  by  issuers  with  general  taxing  powers  if  they  issue  $5  mil- 
lion or  fewer  of  such  bonds  during  the  calendar  year  when  the 
bonds  are  issued. 

Reasons  for  Simplification 

The  Federal  policy  addressed  by  the  arbitrage  rebate  require- 
ment is  the  elimination  of  earlier  and  larger  issuance  of  tax- 
exempt  bonds  to  obtain  a  financial  advantage  by  investing  funds 
borrowed  at  lower  tax-exempt  rates  in  higher  yielding  taxable  in- 
vestments. Compliance  with  the  rebate  requirement  may  necessi- 
tate adherence  to  accounting  practices  different  from  those  used 
generally  for  governmental  operations. 

The  exception  from  the  arbitrage  rebate  requirement  for  govern- 
mental bonds  issued  by  smaller  governmental  units  reflects  a  bal- 
ancing of  the  policy  of  preventing  arbitrage-motivated  bond  issu- 
ance with  the  desire  to  make  the  administrative  responsibilities 
necessary  to  comply  with  the  rebate  requirement  easily  managea- 
ble. Increasing  the  current  $5  million  annual  issuance  limit  defin- 
ing eligible  governments  to  $10  million  is  appropriate. 

Explanation  of  Provision 

The  bill  increases  the  $5  million  annual  issuance  limit  for  small 
issuers  whose  governmental  bonds  are  not  subject  to  rebate  to  $10 
million. 

Effective  Date 

This  provision  applies  to  bonds  issued  in  calendar  years  begin- 
ning after  the  date  of  enactment. 


c.  Repeal  of  150-percent  of  debt  service  limit  (sec.  203  of  the 
bill  and  sec.  148  of  the  Code) 

Present  Law 

Issuers  of  all  tax-exempt  bonds  generally  are  subject  to  two  sets 
P  arbitrage  restrictions  on  investment  of  their  bond  proceeds.  The 
rst  set  requires  that  tax-exempt  bond  proceeds  not  be  invested  at 

yield  materially  higher  (generally  defined  as  0.125  percentage 
oints)  than  the  bond  yield.  Exceptions  are  provided  to  this  restric- 
on  for  investments  during  any  of  several  "temporary  periods" 
ending  use  of  the  proceeds  and,  throughout  the  term  of  the  issue, 
>r  proceeds  invested  as  part  of  a  reasonably  required  reserve  or 
^placement  fund  or  a  "minor"  portion  of  the  issue  proceeds. 

Except  for  temporary  periods  and  amounts  held  pending  use  to 
ay  current  debt  service,  present  Xavf  also  limits  the  amount  of  the 
roceeds  of  private  activity  bonds  (other  than  qualified  501(c)(3) 
)nds)  that  may  be  invested  at  any  time  at  materially  higher  yields 
iring  a  bond  year  to  150  percent  of  the  debt  service  for  that  bond 
iar.  This  restriction  affects  primarily  investments  in  reasonably 
squired  reserve  or  replacement  funds.  Present  law  further  re- 
ricts  the  amount  of  proceeds  from  the  sale  of  bonds  that  may  be 

vested  in  reserve  funds  to  ten  percent  of  such  proceeds. 

The  second  set  of  arbitrage  restrictions  requires  that  generally 
1  arbitrage  profits  earned  on  investments  unrelated  to  the  gov- 
-nmental  purpose  of  the  borrowing  must  be  rebated  to  the  Federal 
overnment.  Arbitrage  profits  include  all  earnings  (in  excess  of 
)nd  yield)  derived  from  the  investment  of  bond  proceeds  (and  sub- 
squent  earnings  on  any  such  earnings). 

Reasons  for  Simplification 

The  150-percent  of  debt  service  limit  was  enacted  before  enact- 
ent  of  the  arbitrage  rebate  requirement  and  the  ten-percent  limit 
1  the  size  of  reasonably  required  reserve  or  replacement  funds.  It 
as  intended  to  eliminate  arbitrage-motivated  activities  available 
om  investment  of  such  reserve  funds.  Provided  that  comprehen- 
ve  yield  restriction  and  rebate  requirements  and  the  overall 
resent-law  size  limit  on  reserve  funds  are  maintained,  the  150-per- 
;nt  of  debt  service  yield  restriction  limit  could  be  viewed  as  dupli- 
itive. 

Explanation  of  Provision 

The  bill  repeals  the  150-percent  of  debt  service  yield  restriction. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  enact- 
lent. 


8 


d.  Election  to  terminate  most  post-initial  temporary  period 
rebate  liability  for  certain  bonds  (sec.  204  of  the  bill! 
and  sec.  148  of  the  Code) 

Present  Law 

Issuers  of  all  tax-exempt  bonds  generally  are  subject  to  two  sets  I 
of  arbitrage  requirements  with  respect  to  investment  of  their  bond! 
proceeds.  First,  tax-exempt  bond  proceeds  may  not  be  invested  at  a| 
yield  materially  higher  (generally  defined  as  0.125  percentage! 
points)  than  the  bond  yield.  Exceptions  are  provided  to  this  restric- 
tion for  investments  during  any  of  several  "temporary  periods" 
pending  use  of  the  proceeds  and,  throughout  the  term  of  the  issue, 
for  proceeds  invested  as  part  of  a  reasonably  required  reserve  or 
replacement  fund  or  a  "minor"  portion  of  the  issue  proceeds. 

Second,  generally  all  arbitrage  profits  earned  on  investments  un- 
related to  the  governmental  purpose  of  the  borrowing  must  be  re- 
bated to  the  Federal  Government.  Arbitrage  profits  generally  in- 
clude all  earnings  (in  excess  of  bond  yield)  derived  from  the  invest- 
ment of  bond  proceeds  (and  subsequent  earnings  on  any  such  earn- 
ings). 

Reasons  for  Simplification 

Arbitrage-motivated  bond  issuance  may  be  expected  to  occur  as  a 
result  of  lower  tax-exempt  borrowing  costs  relative  to  higher  yield- 
ing taxable  investments  if  issuers  are  allowed  to  earn  and  retain 
profits  on  substantial  amounts  of  bond  proceeds  during  extended 
periods.  Tax-exempt  bond  issuers  have  been  subject  to  a  yield  re- 
striction requirement  since  1969.  The  arbitrage  rebate  requirement 
was  first  enacted  in  1980  (qualified  mortgage  bonds)  and  1984  (most 
industrial  development  bonds).  The  requirement  was  extended  to 
all  other  bonds  in  1986. 

Familiarity  with  the  long-standing  yield  restriction  requirement 
by  bond  issuers  may  make  compliance  with  that  requirement 
easier  than  compliance  with  the  newer  rebate  requirement.  If  peri- 
ods when  arbitrage  profits  may  be  earned  on  substantial  amounts 
of  bond  proceeds  and  retained  by  issuers  are  eliminated  or  substan- 
tially curtailed  through  an  expanded  yield  restriction  requirement, 
the  arbitrage  rebate  requirement  likewise  may  be  eliminated  or 
substantially  curtailed.  Such  a  provision  should  simplify  adminis- 
trative compliance  with  the  arbitrage  restrictions  without  increas- 
ing Federal  revenue  loss  from  unnecessary  issuance  of  tax-exempt 
bonds. 

Statutorily  limiting  periods  when  rebate  liability  exists  also  re- 
lieves issuers  of  the  administrative  complexity  associated  with  cal- 
culating arbitrage  payments.  Under  present  law,  issuers  must  per- 
form these  calculations  even  if  they  restrict  the  yield  on  invest- 
ments so  that  no  arbitrage  profits  are  earned  (or  rebate  owed). 

Explanation  of  Provision 

The  bill  allows  issuers  of  bonds  (other  than  tax  and  revenue  an- 
ticipation notes  and  advance  refunding  bonds)  to  elect  to  terminate 
prospective  application  of  the  arbitrage  rebate  requirement  to  cer- 
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in  bond  proceeds,  and  to  comply  instead  with  a  yield  restriction 
quirement  similar  to  that  which  applies  to  the  bonds  under 
•esent  law.^ 

The  election  generally  applies  to  all  proceeds  of  an  issue  other 

lan  proceeds  invested  in  a  bona  fide  debt  service  fund  or  a  reserve 

replacement  fund  (e.g.,  a  "4R"  fund).  However,  issuers  may  elect 

apply  the  provision  to  proceeds  invested  in  reserve  or  replace- 

ent  funds.  ^ 

The  current  refunding  of  bonds  with  respect  to  which  an  election 
IS  been  made  does  not  terminate  the  election  with  respect  to  the 
funded  bonds;  rather,  the  current  refunding  bonds  "step  into  the 
Loes"  of  the  refunded  bonds."* 

The  election  (including  the  election  for  reserve  or  replacement 
nds)  must  be  made  no  later  than  90  days  after  the  expiration  of 
e  initial  temporary  period  applicable  to  the  bonds.  If  the  election 
made,  these  issuers  will  be  liable  for  rebate  of  arbitrage  profits 
rned  through  the  end  of  the  90-day  period  after  expiration  of 
at  initial  three-  or  five-year  temporary  period,  or  if  earlier,  sub- 
antial  completion  of  the  governmental  spending  purposes  of  the 
;ue. 

Issuers  will  make  a  final  payment  of  their  rebate  liability  on  pro- 
eds  subject  to  the  election  60  days  after  the  date  on  which  the 
dction  is  effective. 

After  the  election  is  effective,  issuers  must  forego  any  further  pe- 
)ds  of  unrestricted  yield  (i.e.,  further  temporary  periods)  and, 
cept  as  described  below,  restrict  the  yield  on  nonpurpose  invest- 
ents  of  bond  proceeds  to  a  yield  that  does  not  exceed  the  yield  on 
e  issue  of  which  the  bonds  are  a  part.  The  yield  restriction  re- 
tirement does  not  apply  to  proceeds  invested  during  the  following 
!wly  prescribed,  exclusive  temporary  periods: 

(1)  Proceeds  held  during  the  minimum  notice  period  prescribed 
the  Treasury  Department  State  and  local  government  series 

3LGS")  obligation  program  immediately  preceding  their  use  to 
irchase  SLGS; 

(2)  Proceeds  invested  during  a  period  not  exceeding  ten  days  im- 
ediately  preceding  their  use  to  redeem  bonds;  and 

(3)  In  the  case  of  other  proceeds,  periods  not  exceeding  five  con- 
cutive  days,  subject  to  a  maximum  of  15  days  during  any  12- 
onth  period. 

Effective  Date 

This  provision  applies  to  bonds  issued  after  the  date  of  enact- 
ent. 


In  the  case  of  pooled  financing  bonds,  the  election  is  made  separately  by  the  issuer  of  the 
)led  financing  bonds  and  by  borrowers  from  the  pool. 

This  election  is  not  available  to  construction  bond  issues  with  respect  to  which  an  election  to 
!  penalties  in  lieu  of  rebate  is  made  (sec.  148(f)(4)(C)(vii)  and  (viii)). 

In  the  case  of  a  high-to-low  refunding,  the  yield  restriction  requirement  is  adjusted  to  reflect 
•  lower  yield  on  the  refunding  bonds. 


Title  III. — Administrative  Provisions 

1.  Simplify  payroll  tax  deposit  requirements  (sec.  301  of  the  bil 
and  sec.  6302  of  the  Code) 

Present  Law 

The  Code  provides  that  the  Secretary  of  the  Treasury  ("Seen 
tary")  may  establish  the  mode  or  time  for  collecting  any  tax  that  i 
not  specified  in  the  Code  (sec.  6302(a)).  In  general,  Treasury  reguk 
tions  have  established  the  system  under  which  employers  deposi 
income  taxes  withheld  from  employees'  wages  and  FICA  taxes.  Th 
frequency  with  which  these  taxes  must  be  deposited  increases  a 
the  amount  required  to  be  deposited  increases. 

Employers  are  required  to  deposit  these  taxes  as  frequently  a 
eight  times  per  month,  provided  that  the  amount  to  be  deposite 
equals  or  exceeds  $3,000.  These  deposits  must  be  made  within  thre 
banking  days  after  the  end  of  each  eighth-monthly  period.  Monthl 
or  quarterly  deposits  are  required  for  smaller  amounts. 

In  addition,  the  Code  requires  employers  who  are  on  this  eightt 
monthly  system  to  deposit  income  taxes  withheld  from  employee? 
wages  and  FICA  taxes  by  the  close  of  the  next  banking  day  (instea 
of  by  the  close  of  the  third  banking  day)  after  any  day  on  whic 
the  business  cumulates  an  amount  to  be  deposited  equal  to  o 
greater  than  $100,000  (regardless  of  whether  that  day  is  the  las 
day  of  an  eighth-monthly  period). 

Reasons  for  Simplification 

Many  employers  find  the  present-law  deposit  requirements  e> 
tremely  confusing  and  complex.  A  large  number  of  employers  hav 
difficulty  dealing  with  the  eighth-monthly  system,  in  part  becaus 
the  day  of  the  week  on  which  the  last  day  of  each  eighth-month! 
period  falls  varies  from  month  to  month.  In  addition,  a  number  c 
employers  have  difficulty  in  determining  with  certainty  and  witj 
sufficient  lead  time  which  of  the  four  deposit  schemes  of  presen 
law  they  are  required  to  utilize. 

Explanation  of  Provision 
In  general 

The  bill  replaces  the  entire  payroll  tax  deposit  system  with  ; 
new  system  that  is  clearer  and  easier  to  understand.  In  genera] 
the  new  system  consists  of  three  basic  deposit  timetables.  The  firsi 
which  is  most  generally  applicable  (and  replaces  the  eighth-month 
ly  system),  requires  deposits  twice  a  week,  on  Tuesdays  and  Fri 
days.  The  second,  which  applies  to  large  depositors,  retains  the  re 
quirement  of  present  law  that  cumulations  of  an  amount  to  be  de 
posited  of  $100,000  or  more  must  be  deposited  on  the  next  day.  Tb 

(10) 
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ird,  which  applies  to  many  small  depositors,  provides  generally 
at  if  the  amount  required  to  be  deposited  was  $3,500  or  less  per 
larter  for  a  previous  two-year  base  period,  deposits  must  be  made 
ily  once  a  quarter,  on  or  before  the  last  day  of  the  first  month  of 
e  following  quarter. 

lesday/Friday  deposit  rule 

The  Tuesday/Friday  rule  operates  in  the  following  manner, 
mounts  attributable  to  wage  payments  made  on  Wednesday, 
lursday,  or  Friday  are  to  be  deposited  on  or  before  the  following 
lesday.  Amounts  attributable  to  wage  payments  made  on  Satur- 
ly,  Sunday,  Monday,  or  Tuesday  are  to  be  deposited  on  or  before 
e  following  Friday.  Utilizing  Tuesday  and  Friday  as  both  the 
lal  days  of  the  portion  of  the  week  with  respect  to  which 
nounts  to  be  deposited  are  cumulated  as  well  as  the  days  on 
lich  deposits  must  be  made  will  provide  a  simple,  easily  remem- 
red  rule  that  will  simplify  the  administration  of  these  deposit  re- 
tirements for  both  employers  and  the  IRS. 

nail  depositor  rules 

The  small  depositor  rules  operate  as  follows.  If  an  employer  is  a 
lall  depositor,  deposits  of  employment  taxes  attributable  to  wage 
yments  during  a  calendar  quarter  must  be  made  on  or  before  the 
3t  day  of  the  first  month  of  the  following  quarter.  Thus,  for  exam- 
9,  a  small  depositor  must  deposit  employment  taxes  attributable 

the  January  through  March  calendar  quarter  no  later  than 
Dril  30. 

A  person  is  a  small  depositor  for  a  calendar  quarter  if,  for  each 
lendar  quarter  in  the  base  period,  the  amount  of  employment 
xes  attributable  to  payments  in  each  of  those  calendar  quarters 
IS  $3,500  or  less.  The  base  period  is  defined  to  be  the  eight  calen- 
ir  quarters  ending  with  the  second  preceding  calendar  quarter 
fore  the  quarter  with  respect  to  which  the  deposit  requirements 
e  being  determined.  For  example,  the  base  period  for  the  calen- 
ir  quarter  of  April  through  June  1993  is  January  1991  through 
jcember  1992.  If  with  respect  to  each  of  the  calendar  quarters  in 
at  two-year  period,  the  amount  of  employment  taxes  was  $3,500 

less,  then  the  employer  is  a  small  depositor  for  the  April 
rough  June  1993  calendar  quarter  and  is  required  to  make  one 
posit  of  employment  taxes  for  that  quarter,  on  or  before  July  31, 
93.  This  is  true  regardless  of  the  amount  of  emplojnrient  taxes  for 
e  April  through  June  1993  quarter.  The  only  exception  to  this  is 
at  the  $100,000  rule  applies  to  all  depositors,  including  small  de- 
(sitors.  This  application  of  the  $100,000  rule  should  have  no 
ipact  on  small  employers;  it  is  designed  to  prevent  very  large  new 
mpanies  from  making  deposits  only  once  for  each  quarter. 
New  companies  will  initially  be  treated  as  small  depositors.  For 
irposes  of  performing  the  base  period  determination,  a  company 
considered  to  have  employment  taxes  of  zero  for  any  calendar 
larter  in  which  a  company  did  not  exist.  Consequently,  new  com- 
mies will,  for  at  least  the  first  two  calendar  quarters  of  their  ex- 
bence,  be  required  to  deposit  only  once  for  each  quarter  (unless 
ey  fall  within  the  $100,000  rule). 
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The  small  depositor  rule  is  designed  (o  provide  certainty  to  smai 
employers  with  respect  to  their  current  (le[)osit  reijuirenients.  Mot 
employers  will  he  ahle  to  examine  their-  {|uarterly  empioymctit  ta 
returns  (Form  i)'1 1 )  lor  the  two  yi'ars  in  the  hase  period  and  readil 
determine  on  that  l)asis  whether  they  are  small  depositors  or  mu! 
deposit  on  the  Tuesday/ Friday  system.  The  "second  precediii 
quarter"  provision  is  designed  to  provide  employers  with  ampi 
lead  time  to  make  this  determination  prior  to  the  start  of  a  calei 
dar  (juarter. 

Safe  harbor 

The  hill  provides  a  statutory  safe  harbor  with  respect  to  certai 
shortfalls  in  deposits.  An  employer  will  he  treated  as  having  depo 
ited  the  re(|uired  atnounl  of  employment  taxes  in  any  deposit  if  tl 
shortfall  does  not  exceed  the  greater  o(  $ir)()  or  two  percent  of  th 
amount  of  employment  taxes  otherwise  retjuired  to  he  de|)osited. 
shortfall  is  the  excess  of  the  amount  retjuired  to  he  deposited  (witl 
out  regard  to  this  rule)  over  the  amount  actually  deposited  on  ( 
before  the  last  day  on  which  that  deposit  is  required.  Any  shortfa 
is  to  be  deposited  as  recpiired  by  Treasury  regulations. 

Definitions  and  other  rules 

The  bill  provides  that  deposits  are  required  only  on  bank  in 
days.  (This  rule  is  also  contained  in  present  law.)  If  a  deposit  is  n 
quired  to  be  made  on  or  belbre  a  day  that  is  not  a  banking  day,  th 
deposit  is  considered  to  have  been  made  on  a  timely  basis  if  it 
made  on  or  before  the  close  of  the  next  banking  day.  It  is  anticii)a 
ed  that  the  substance  of  'i'reasury  regulations  defining  the  ton 
"banking  day"  will  not  be  changed.  For  example,  if  a  deposit  is  r 
quired  to  be  made  oti  a  Friday,  which  is  also  the  July  4  holida. 
that  deposit  would  be  considered  to  be  made  on  a  timely  basis  if 
is  made  on  or  before  the  following  Monday. 

The  bill  defines  "employment  taxes"  to  mean  FK'A  taxes  (hot 
the  employer  and  em|)loyee  portions),  Railroad  Ketirement  Tax  A< 
taxes,  and  withheld  income  taxes  (as  well  as  similar  withheld  taxc 
under  chapter  24  of  the  ('ode). 

These  provisions  generally  do  not  apply  to  employment  tax( 
that  are  not  recjuired  to  be  deposited  pursuant  to  Treasury  regidj 
tions  issued  pursuant  to  section  iVMVZ.  Under  present  law,  empio; 
ers  with  less  than  $r)(M)  of  employment  taxes  lor  a  calendar  (juartt 
are  not  recjuired  to  deposit  those  taxes,  'fhey  are  instead  permittc 
to  remit  those  taxes  with  the  (luarterly  employment  tax  retur 
(Form  1)41).  it  is  anticipated  that  a  similar  system  permitting  n 
mittance  (rather  than  requiring  deposit)  of  these  small  amouni 
will  be  continued. 

Treanury  regiilationn 

The  bill  provides  that  the  Secretary  may  prescribe  regulatior 
relating  to  specific  issues  (in  addition  to  the  general  authority  t 
issue  regulations  with  respect  to  collecting  tax  in  sec.  (I.'{()2  or  gei 
erally  in  sec.  THOf)).  First,  the  regulations  may  specify  altornatc  en 
ployment  tax  rtHjuirements  for  employers  who  tail  to  comply  wit 
the  requirements  of  this  provision.  This  would  enable  the  IKS  t 
continue   its   practice  (currently   authorized    by    regulations   issue 


rsuant  to  sec.  (J802(a))  of  specifying  more  frequent  deposit  re- 
irements  or  alternate  payment  mechanisms  for  employers  who 
ve  seriously  violated  the  established  deposit  requirements, 
rhe  bill  also  permits  Treasury  to  issue  regulations  specifying  the 
ditional  circumstances  (beyond  those  provided  in  the  bill)  under 
lich  an  employer  may  be  treated  as  a  small  depositor.  This  in 
ect  permits  the  Treasury  to  expand  (but  not  contract)  the  defini- 
n  of  small  depositors. 

[n  addition,  the  bill  permits  Treasury  to  issue  regulations  modi- 
ng  these  provisions  for  end-of-quarter  periods.  This  is  designed  to 
rmit  the  IKS  to  require  appropriate  treatment  of  amounts  that 
eriap  two  quarters.  For  example,  assume  that  a  quarter  ends  on 
adnesday.  The  deposit  normally  required  to  be  made  on  or  before 
3  following  Tuesday  could  include  amounts  attributable  to  the 
avious  quarter  (with  respect  to  Wednesday)  as  wc^ll  as  amounts 
.ributable  to  the  current  quarter  (with  respect  to  Thursday  and 
iday).  Treasury  regulations  can  specify  an  alternate  rule  to  dis- 
iguish  amounts  relating  to  the  two  quarters. 

Pinally,  the  bill  permits  Treasury  to  issue  regulations  establish- 
(  different  deposit  requirements  for  amounts  withheld  pursuant 
the  backup  withholding  requirements  of  section  .'M()().  Under 
3sent  law,  these  amounts  are  treated  the  same  as  amounts  with- 
Id  from  income  taxes.  Because  amounts  withheld  pursuant  to  the 
ckup  withholding  requirements  are  often  relatively  small  and 
'i  not  generally  handled  by  payroll  offices,  it  is  appropriate  for 
easury  to  provide  alternate  deposit  rules  with  respect  to  these 
lounts. 

rhis  simplified  payroll  tax  deposit  system  will  be  significantly 
sier  to  understand  and  to  administer  for  both  businesses  and  the 
S.  This  should  reduce  materially  the  number  of  businesses  who 
3  subject  to  the  penalty  for  failure  to  make  timely  deposits  (sec. 
r)())  due  to  inadvertent  errors.  It  is  intended  that,  for  purposes  of 
is  penalty,  reasonable  cause  also  apply  to  any  failure  to  make  de- 
sits  if  the  employer's  total  employment  tax  liability  is  ^IJ.GOO  or 
IS  for  any  quarter.  Thus,  employers  who  are  certain  that  they 
II  have  less  than  that  amount  to  be  deposited  in  a  quarter  will 
ly  need  to  be  concerned  with  the  quarterly  deposit  rule  for  that 
arter.  If,  however,  an  employer  is  uncertain  to  whether  the 
lount  required  to  be  deposited  will  be  $.'{,r)()()  or  less  for  the  quar- 
-,  and  the  employer  is  not  a  small  depositor  (as  defined  above), 
e  employer  should  make  deposits  under  the  Tuesday/ Friday  rule. 

Effective  Date 

The  provision  is  effective  for  amounts  attributable  to  payments 
ide  after  December  .'il,  1992.  This  will  permit  employers  and  the 
S  to  have  adequate  time  to  implement  this  new  system  with 
nimal  difficulty. 
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2.  Simplify  estimated  tax  payment  rules  for  small  corporation 
(sec.  311  of  the  bill  and  sec.  6655  of  the  Code) 

Present  Law 

A  corporation  is  subject  to  an  addition  to  tax  for  any  underpa> 
ment  of  estimated  tax.  A  corporation  does  not  have  an  underpay 
ment  of  estimated  tax  if  it  makes  four  timely  estimated  tax  paj 
ments  each  equal  to  at  least  22.5  percent  of  its  tax  liability  for  th 
current  taxable  year.  In  addition,  a  corporation  that  is  not  a  "larg 
corporation"  may  avoid  the  addition  to  tax  if  it  makes  four  time! 
estimated  tax  payments  each  equal  to  at  least  25  percent  of  its  ta 
liability  for  the  preceding  taxable  year,  so  long  as  the  precedin 
year  was  not  a  short  taxable  year  and  the  corporation  filed 
return  showing  a  tax  liability  for  such  year.  A  large  corporatio: 
may  use  this  second  rule  only  with  respect  to  its  estimated  tax  paj 
ment  for  the  first  quarter  of  its  current  taxable  year.  A  large  coi 
poration  is  one  that  had  taxable  income  of  $1  million  or  more  fo 
any  of  the  three  preceding  taxable  years. 

Reasons  for  Simplification 

The  calculation  of  estimated  tax  payments  may  be  difficult  for 
corporation  (particularly  a  small  corporation)  that  had  no  tax  1 
ability  in  the  preceding  taxable  year  because  it  must  use  the  cui 
rent  taxable  year  rule;  it  is  not  allowed  to  use  a  safe  harbor  that  i 
available  to  a  corporation  with  a  tax  liability  in  the  preceding  taj 
able  year. 

Explanation  of  Provision 

The  bill  provides  that  a  small  corporation  (i.e.,  a  corporation  thg 
is  not  a  "large  corporation"  under  present  law)  with  no  tax  liabi 
ity  in  the  preceding  taxable  year  may  avoid  the  addition  to  tax  if : 
makes  four  timely  estimated  tax  payments  each  equal  to  at  leas 
25  percent  of  its  tax  liability  for  the  second  preceding  taxabl 
year.^  This  rule  will  apply  so  long  as  (1)  neither  the  preceding  taj 
able  year  nor  the  second  preceding  taxable  year  was  a  short  ta 
year,  and  (2)  the  corporation  filed  tax  returns  for  both  years.  If  th 
corporation  satisfies  these  two  requirements  and  did  not  have  a  ta 
liability  for  either  of  the  two  preceding  taxable  years,  the  corpora 
tion  will  not  be  required  to  make  estimated  tax  payments  for  th 
current  taxable  year. 

A  large  corporation  may  use  this  expanded  safe  harbor  with  r( 
spect  to  its  estimated  tax  payment  for  the  first  quarter  of  its  ta? 
able  year,  as  under  present  law. 

Effective  Date 

The  provision  is  effective  for  taxable  years  beginning  after  th 
date  of  enactment. 


^  As  under  present  law,  a  small  corporation  may  continue  to  use  the  current  taxable  year  ru 
for  estimated  tax  purposes. 
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Interest  rate  on  large  corporate  underpayments  (sec.  321  of  the 
bill  and  sec.  6621(c)  of  the  Code) 

Present  Law 

rhe  interest  rate  on  a  large  corporate  underpayment  of  tax  is 
B  Federal  short-term  rate  plus  five  percentage  points.  A  large 
rporate  underpayment  is  any  underpayment  by  a  subchapter  C 
rporation  of  any  tax  imposed  for  any  taxable  period,  if  the 
lount  of  such  underpayment  for  such  period  exceeds  $100,000. 
e  large  corporate  underpayment  rate  generally  applies  to  peri- 
3  beginning  30  days  after  the  earlier  of  the  date  on  which  the 
st  letter  of  proposed  deficiency,  a  statutory  notice  of  deficiency, 
a  nondeficiency  letter  or  notice  of  assessment  or  proposed  assess- 
tni  is  sent.  For  this  purpose,  a  letter  or  notice  is  disregarded  if 
J  taxpayer  makes  a  payment  equal  to  the  amount  shown  on  the 
ter  or  notice  within  that  30  day  period. 

Reason  for  Simplification 

The  large  corporate  underpayment  rate  generally  applies  if  the 
derpayment  of  tax  for  a  taxable  period  exceeds  $100,000,  even  if 
!  initial  letter  or  notice  of  deficiency,  proposed  deficiency,  assess- 
nt,  or  proposed  assessment  is  for  an  amount  less  than  $100,000. 
us,  for  example,  under  present  law,  a  nondeficiency  notice  relat- 
:  to  a  relatively  minor  mathematical  error  by  the  taxpayer  may 
ult  in  the  application  of  the  large  corporate  underpayment  rate 
a  subsequently  identified  income  tax  deficiency. 

Explanation  of  Provision 

^or  purposes  of  determining  the  period  to  which  the  large  corpo- 
e  underpayment  rate  applies,  any  letter  or  notice  will  be  disre- 
:'ded  if  the  amount  of  the  deficiency,  proposed  deficiency,  assess- 
nt,  or  proposed  assessment  set  forth  in  the  letter  or  notice  is  not 
jater  than  $100,000  (determined  by  not  taking  into  account  any 
erest,  penalties,  or  additions  to  tax). 

Effective  Date 

The  provision  is  effective  for  purposes  of  determining  interest  for 
'iods  after  December  31,  1990. 


Title  IV.— Estate  and  Gift  Tax  Provisions 

Include  fractional  share  of  property  qualifying  for  the  marital  d 
duction  in  the  gross  estate  (sec.  401  of  the  bill  and  sec 
2056(b)  and  2523  of  the  Code) 

Present  Law 

A  marital  deduction  against  the  estate  and  gift  tax  generally 
permitted  for  the  value  of  property  passing  between  spouses.  ^ 
marital  deduction  is  permitted,  however,  if,  upon  termination  < 
the  spouse's  interest,  possession  or  enjoyment  of  the  properi 
passes  to  another  person  (the  "terminable  interest  rule").  Certai 
exceptions  to  this  rule  may  apply  if  the  spouse  receives  a  gener; 
power  of  appointment  over,  or  an  income  interest  in,  a  "specific 
portion"  of  property  (sec.  2056(b)(5),  (6),  (7)).  The  spouse  is  subject  1 
estate  and  gift  tax  on  property  over  which  he  or  she  holds  a  gene 
al  power  of  appointment. 

A  Treasury  regulation  defines  a  "specified  portion"  to  be  a  fra 
tional  or  percentile  share  of  a  property  interest  (Treas.  Reg.  se 
20.2056(b)-5(c)).  Finding  this  regulation  invalid,  courts  have  he) 
that  the  term  "specified  portion"  includes  a  fixed  dollar  amoun 
(See  Northeastern  Pennsylvania  National  Bank  &  Trust  Co. 
United  States,  387  U.S.  213  (1967);  Estate  of  Alexander  v.  Commi 
sioner,  82  T.C.  34  (1984),  aff'd,  No.  8401600  (4th  Cir.  April  3,  1985; 
Under  the  court  holdings,  appreciation  in  certain  marital  dedu 
tion  property  may  be  includible  in  neither  spouse's  estate. 

Reasons  for  Simplification 

The  marital  deduction  postpones  the  imposition  of  the  estate  c 
gift  tax  until  the  property  is  transferred  outside  the  marital  uni 
The  exceptions  to  the  terminable  interest  rule  insure  that  th 
present  value  of  property  qualifying  for  the  marital  deduction 
subject  to  transfer  tax  in  the  hands  of  the  recipient  spouse.  By  ii 
validating  the  Treasury  regulation  having  this  effect,  the  coui 
holdings  create  uncertainty.  Reversal  of  the  holdings  makes  th 
law  more  certain  by  clearly  implementing  the  policy  underlyin 
the  marital  deduction. 

Explanation  of  Provision 

The  bill  provides  that,  for  purposes  of  the  marital  deduction, 
"specific  portion"  only  includes  a  portion  determined  on  a  fractior 
al  or  percentage  basis.  Thus,  a  trust  does  not  qualify  under  the  ej 
ceptions  to  the  terminable  interest  rule  unless  the  required  incom 
interest  and  general  power  of  appointment  are  expressed  as  a  fra( 
tion  or  a  percentage  of  the  property.  The  bill  thereby  reverses  th 

(16) 
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irt  holdings  and  codifies  the  position  of  the  Treasury  Regula- 

ns. 

t  is  intended  that  no  inference  be  drawn  from  the  provision  with 

pect  to  the  definition  of  "specified  portion"  under  present  law. 

Effective  Date 

rhe  provision  generally  applies  to  gifts  made,  and  decedents 
ng,  after  date  of  enactment.  The  provision  exempts  a  transfer 
ier  a  will  or  revocable  trust  executed  before  the  date  of  enact- 
nt  if  either  (1)  on  that  date  the  decedent  was  under  a  mental 
ability  to  change  the  disposition  of  his  property  and  did  not 
ain  his  competence  to  dispose  of  such  property  before  the  date 
death,  or  (2)  the  decedent  dies  within  three  years  after  the  date 
snactment.  The  exemption  does  not  apply  if  the  will  or  trust  is 
ended  after  the  date  of  enactment  in  any  respect  that  increases 
amount  of  the  transfer  or  alters  the  terms  by  which  the  inter- 
passes. 

O 


